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Direct Equity Investing vs Equity Mutual
Funds

(Illustration for Education Purpose)

A 10-Year Comparative Analysis for Long-Term Indian Investors

Executive Summary

For long-term wealth creation, Indian investors often face an important question:

“Should I invest directly in stocks or through equity mutual funds?”

The answer depends not only on returns, but also on:

taxation,

portfolio churn,
behavioural discipline,
diversification,

and probability of outperformance.

This analysis compares direct equity investing and equity mutual funds over a 10-year
period using:

1 crore starting corpus,
realistic churn assumptions,
current Indian tax laws,

and probability-based outcome scenarios.

The findings suggest that:

Equity mutual funds enjoy a major structural advantage because internal portfolio
churn is not taxable to the investor.

Direct stock investors face annual tax leakage due to realized gains from portfolio
reshuffling.

Over long periods, even small annual tax drag materially reduces compounding.

Unless an investor can consistently generate meaningful alpha after tax and
mistakes, equity mutual funds are likely to deliver superior risk-adjusted outcomes.
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Assumptions Used in Analysis

Starting Corpus

Item Assumption

Initial Investment %1,00,00,000 (X1 crore)
Investment Horizon 10 years

Portfolio Assumptions

Parameter Assumption

Gross annual portfolio return 12%

Dividend yield 1% annually
Annual portfolio churn 12.5%
Churn classification 30% STCG, 70% LTCG

Equity MF investor activity  No redemption during 10 years

MF churn Internal only

Current Indian Tax Rules Considered

Direct Equity Taxation

Tax Type Rate

STCG (<12 months) 20%

LTCG (>12 months) 12.5%

LTCG exemption %1.25 lakh annually

Dividend taxation  As per slab rate

Equity Mutual Fund Taxation
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Item Treatment
Internal churn No tax to investor
Tax incidence Only on redemption
Dividend Taxable at slab rate

Growth option Tax deferred

Understanding the Structural Difference
Direct Equity Investing
Every year:

e part of portfolio gets sold,

e gains become taxable,

o taxes reduce reinvestible capital.

This creates annual “tax drag.”

Equity Mutual Funds

Inside a mutual fund:
o fund manager can buy/sell securities,
¢ but investor does not pay tax on internal churn,
o taxation is deferred until redemption.

This allows uninterrupted compounding.

Mathematical Illustration
Step 1 — Gross Annual Return
Assume:

o portfolio earns 12% annually,

¢ including 1% dividend yield.

Step 2 — Annual Churn Impact in Direct Equity
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Assume:

e 12.5% of portfolio churns annually.
Out of churn:

o 30% treated as STCG

o 70% treated as LTCG

Step 3 — Estimated Annual Tax Leakage
STCG Component

Churn exposed to STCG:

12.5% times 30% = 3.75%

Tax payable:

3.75% times 20% = 0.75%

LTCG Component

Churn exposed to LTCG:
12.5% times 70% = 8.75%
Tax payable:

8.75% times 12.5% = 1.09%

Approximate Annual Tax Drag
Total estimated annual tax drag:
0.75% + 1.09% =>approx. 1.84% {on churned gains}
Effective reduction in portfolio CAGR approximately:
Portfolio Type Approx Net CAGR
Equity MF 12.0%
Direct Equity ~ ~11.3% to 11.5%
For illustration, we use:
e MF CAGR = 12%
e Direct Equity CAGR = 11.4%
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10-Year Wealth Creation Illustration
Scenario 1 — Equity Mutual Fund
Starting corpus:

FV = 1,00,00,000 times (1.12)~{10}

Approximate terminal value:

Year Corpus (%)
0 1.00 Cr
1 1.12 Cr
2 1.25Cr
3 1.40 Cr
4 1.57 Cr
5 1.76 Cr
6 1.97 Cr
7 2.21 Cr
8 2.48 Cr
9 2.77 Cr
10 3.11Cr

Final Corpus After 10 Years
¥3.11 crore

Scenario 2 — Direct Equity Investing
Assume annual post-tax CAGR:

11.4%

Calculation:

FV = 1,00,00,000 times (1.114)"~{10}
Approximate terminal value:

Year Corpus (X)
0 1.00 Cr
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Year Corpus (%)
1 1.11 Cr
2 1.24 Cr
3 1.38 Cr
4 1.54 Cr
5 1.71 Cr
6 191 Cr
7 2.13 Cr
8 2.37 Cr
9 2.64Cr
10 2.94Cr

Final Corpus After 10 Years
¥2.94 crore

Difference Due to Tax Drag

Investment Route Final Corpus

Equity MF 33.11 Cr
Direct Equity 22.94 Cr
Difference

¥17 lakh lower in direct equity
This difference arises largely from:
e annual taxation,
e interrupted compounding,

e and portfolio churn.

Scenario Analysis
Scenario AA

Probability Assumptions
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Outcome Probability
Direct equity outperforms MF  20%
Same performance 40%

Direct equity underperforms MF 40%

Interpretation
This scenario reflects practical investing reality for many retail investors.
While some investors outperform:

e majority either match or underperform professional fund management after taxes
and mistakes.

Expected Outcome Assessment

Factor Direct Equity Equity MF
Tax efficiency Lower Higher
Diversification Variable Strong
Monitoring need High Low
Behavioural risk High Moderate
Probability-adjusted outcome Moderate Strong

Interpretation — Scenario AA
Under this structure:

o probability of underperformance (40%) is twice probability of outperformance
(20%),

o while tax efficiency structurally favours mutual funds.

Therefore:

Equity mutual funds are likely to produce superior risk-adjusted after-tax returns
for most investors.

Scenario BB

Probability Assumptions
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Outcome Probability
Same performance 50%
Equity MF outperforms 50%

(No probability assigned to direct equity outperformance.)

Interpretation
This scenario strongly favours equity mutual funds because:
e investor is not expected to generate alpha,
e but still bears:
o tax leakage,
o concentration risk,
o emotional decision-making risk,

o and execution burden.

Expected Outcome Comparison

Factor Direct Equity Equity MF
Gross return potential Similar Similar
Tax efficiency Inferior Superior
Compounding efficiency Lower Higher
Behavioural stability Lower Higher
Long-term outcome probability Inferior Superior

Behavioural Considerations
One of the most underestimated aspects of investing is investor behaviour.
Direct stock investing often leads to:

e overtrading,

e panic selling,

e theme chasing,

e anchoring bias,
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e and concentration risk.

Mutual funds reduce many of these issues through:
o diversification,
e professional management,

« and systematic processes.

Key Observations from the 10-Year Illustration

Observation Suggested Outcome

Tax deferral matters Major long-term advantage for MF
Small annual drag compounds heavily Yes

Behaviour affects returns materially  Very high impact

Direct equity requires skill Essential

Most investors benefit from simplicity True

Suggested Portfolio Framework

Investor Type Suggested Allocation
Beginner investor 90-100% Equity MF
Busy professional 80-100% Equity MF

Moderate market knowledge 70% MF + 30% Direct Equity

Experienced investor Flexible

High emotional volatility Predominantly MF

Final Inference :

For a long-term Indian investor with a 10-year horizon and X1 crore corpus:
Equity mutual funds possess a structural advantage because:

e taxation is deferred,

e compounding remains uninterrupted,

o diversification reduces risk,

e and behavioural mistakes are minimized.
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Direct stock investing can outperform only when the investor:
e consistently identifies superior businesses,
e controls emotions,
e avoids excessive churn,
e and generates sufficient alpha to overcome annual tax leakage.
For most investors:
Equity mutual funds should form the core portfolio.
Direct equities may be used selectively as a satellite allocation for investors possessing:
e research capability,
e valuation discipline,

e and long-term behavioural stability.

Final Bottom-Line Summary

Scenario Preferred Route
Scenario AA Equity MF preferred for most investors
Scenario BB Strong preference for Equity MF

Skilled alpha-generating investor Direct equity may outperform

Average long-term investor Equity MF likely superior

Disclaimer: This article is meant for education purpose. Limited scenarios are considered
which are prevalent in investor community. Individuals reading this article should refer to
their financial advisor for specific advise. Assistance of AI platform has been taken
producing this article. The Financial data is for illustration purpose and does not refer to
any specific individual investor. Author may be contacted; in case any error is observed in
the illustration.
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